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The Good ofappllcations io: in-Reyior: Ion: d i s tanx  ert? under ssi:101~. 2 - 1  
of ;hc Tclecom .+c: ( 2 - 1 1  i s  reaching 1:s crest F<xzccn 2 - 1 5  h 3 \ c  bccn 
cranted to the Regional Bells (RBOCsl  so Car, and the lFCC h3s appl~<atic'nS iclr 
sr\ enteen more before i t  right now: Alabama. Kentusk!. \~lsslailppl. \ o n h  
Carolina and South Carolina for BellSouth: Colorado. Idaho. I m a .  Sehraska. 
l o n h  Dakota. Xlontana. Utah. Washington. and M'yoming !or Quest: S e n  
Hampshire. Delauare. and \iryinia for Verizon. 

B! !ear-end 2002. u e  expect 2-1s to cover all BellSouth states escept Florida. 
3 ; ;  Quest states except \Iinnesola and posrihl! Arimn3. and all \'enLon states. 
SBC has a good chance 01 ha\ing California granted h! !ear-end. and a slight 
chance of having Xlichigan granted as \\ell, with the rest of the Anienlech 
S U I T S  Iihci! to slip into the first halfof2003.  

.4s the KBOCs ha \e  prcparcd to suhniit rhei: ? - I s ,  the) and their state 
commissions h a \ e  made chan_r-s to their unhundled netuork element (LYE) 
p n c o .  \ \ M e  commissioni di, occasionall! chanpe LYE prices indrpendenrly 
of the 1-1 process-as Se\r York did earlier this year 3nd as Xlassachuseus. 
S e n  Jerse!. Tesas and Penns!l\ania arc doing now-must changes have been 
made 3s p3c of  the 2-1 process. Thus. hoth hecause CSE rates have been 
louered sharpl! in niohl S13tC, ~ n c r  the last )ear Jnd h c c u s r  the 271 process is 
ending. n e  e\pect a slnuer  rate  o i i han re  to CSI. p r i ~ ~ r i  m e r  the next year or 
: \ $ t i  ;hjr n c  ha,  i' >cci: I ,  

e----- 



, ,A: icas: ir thee-\. the grea:ej: e\posCe tc changej ir. L S E  ?:i:cs 1.. I C  EHL' 

4T&T just heran aepio!iny L X L P  in Cal i jmua.  where SR( ~ I I :  nil: hc 2b:r 

10 . 4 l A  I 
1s ais,, in \liihiyar.. Illinois. 3nd Ohio. where i t  1s un:iLe!! : h x  C P L  NI;! be 
ahle to respond on the long-distance side till sometime in the fi:st halfOf200? 
.4r  \ r e  ~ndicate heloa.  L \ E P  discounts are greatest o\era;; in the SRC. Rc:i<~ 
Bd:Souih IS seeing LSW-hased  en- prtmaril? in Gcorgia an5 Ikiorid;. lx& 
.ATAT has not !e: entered Flonda. Florida i s  the onl! state in n h i i h  \\e d<> not 

expect BellSouth to ha\e  a 271 till lare first quaner 2003. @\est's rates ha \e  
re:eni!> dropped in a numher of slates. so that the ReSiona! a\era.ce C S E P  rate 
has dropped from 22S.21 to 523.9-: Honever. we d o  not he11e\c that en in  
into Ques t ' s  territ~r! is a high priorit! Cor the IXCs at an! pnce. \ 'enzon.s 
rate at 520.13 i s  the second louest on a Reeional basis. hut that rate i s  

reiau\ei! stahle 1s \la! of 2001. I t  i s  also u o n h  noting that \'eriron has not 
lost much marker share since rare, In \e\\ l'ork \\ere h u e r e d  in Januan 
.AT&T has indicated that it \ \ i l l  enter Pennsylvania and \lassachusetts this 
!ear. hut neither the riming nor the lc\cI of effon in those states 13 clcar Io us. 

on the lung-distance side ti l l  around ?car-en6 2002. a: hcs: 

E The Supreme Coun h a  a t t i m e d  the I.CC's right to designate TELRIC (Told 
Eiement Lon: R u n  lncremenral Cost1 as the methodology h? which L Y E  
prices are sei. More broadi!. in its Ma! 1002 \'erizon Communications v. 

FCC decision. the Supreme Coun appeared to affirm the I'CC's r q h t  10 

designare 3n! method other than ratc-of-reurn. nhich i s  specifically precluded 
h? the Teleconi ,Act. for the purpose of setting L'SL prices. 

,411 0' tI1eie judicia; ueci<ions \!ili h J \ e  an impact on the triennial revieu 
which was initcated h! thc IkCC in Dcccmher of 2001 I@ dccidc nhich LXEs 
st111 mcet ihe  " n r c e w n  mc i n i n w "  trsi The i r i e n n d  re\ iris was expected 
to conciuac th i ,  >c3r I! thr. I) C Circuit does accept thc 1.CC.s appeal. u e  
heiiric i t  i i  uniiLel! ih3t the IC'C  ill issue an order in the iriennial reyieu ti11 

afic: the coun rules. most ltkcl) some timc next spring .4sidc tiom delaying 
the concluuon. ihr \armus coun deci?ionc are IAel) to d r n e  the 1:CC toward a 

more granular anal!sis than i t  had done in the past. That thc bent of the 
currenl I F ( ' ( '  3n!ua!. hui the D.C. dectsion reinforces i t .  ];or eaample. \ \ e  
\souid not be sljpri,cd tu  scc saitching remo\ed as an clcmcnt in some 

e 1 



mailers iarl! quiih!! 3nc in orheri oxer some longer ran,i:iLr ?;rici 

eiements also m i g k  he removed m e r  time in some ce~gra?t . i :  ar.s i 
markets. I f  the FCC decides IO take g a n u l a r i ~  donn to the \\ i r e - cmcr  in el. 
11 ma) leave aCNd ~mplcmcntarion in the hands of the smtes. hut n nh iairi! 
tight ruies Io guide h a ?  Imniemen~t ion  I n  the context of L s E P .  \ \ha:  I >  

sicnliican: ahour the remma:  o<  an indi\idual eiemec: 1 5  :ha: I: nd.e.: I: 

necess- for h e  CLEC to do some uoik to reassemhic the imc n h m  I: i m m s  
ottn equipment That nil1 make i i  more difficul: to rnme i3r;e numher.: of 

customers rapidl). Thus. the riming and outcome o: the triennia! re\ ien IS  

\ e r \  mponan: hoth IO the CLECs lSCs who use L-XEP and I,) the RBOC5 
,rho ai< u hulesaling lines to those CLECs lSCs at deep dis:wn:, 

The acmal financial impact oSLSEP on either the RBOCs or  their competitors 
Is. of  couse .  what investors care ahout. Cnformnatel!. i t  i s  difficult to 
quanrif! hecause i t  depends so much. on the companies' strategies The more 
CLECs are able to cream-skim in a given markn. the hener their own margins 
and the greater the damage to the RBOC. The CLECs' ahil ic to cream-skim. 
in turn. depends noi onI) on the CLECs' own strategies. hut on the RBOCs' 
\+in-hacA efforts. nhich oiien include the introductioii o f n e n  pricing plans and 
the RBOCs' abilit! to offer all-distance plans. Thus, dmiage to the RBOCs' 
financi~ls comes not onl) from the conversion of retail re\enues IO uholesale 
r e t e y e s .  hut from a broader repricing in response to competition. The offset 
from lune distance appears to he fair11 minor. at this p u n t .  .4lthough 
ultimatel! all-distance customers ma) he "stickier" than those \rho use only 
one s e n  ice. tnma!l\ hod1 sides =e likely to spend more on marhetine IO fight 
chum than they did heiore 
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Our \4a! I .  2002 repon included one efion at such an anal!sis It found that 
L T E P  creates a discount ofahour 1Q0,  to J ? O o  helo\\ rctail rcsidcnrial rmenue. 
Csing the zame retail rates. those discounts uould nou range from 2404 10 

!Ono .Another na!  io look at :hc issue is to use the tCC's rate reference 
hooh. ~ h ~ c k ,  reile,. ir tam, tor T \ b  h ~ l i - h a n e s t i n ~  d3U . \ i c i d i n g  to this 
dau .  a\crage rcsidcn:id! spcndln; pci huuxhul6 on IOCJI w n i c c  is 5426 per 
\ear and on lonc-d~<tancr ZI -1 )  ne: \ex Assuming I . ?  line, prr household. 
that $ \ o d d  cquaic t u  ahw:  C.;U pcr line in  local rc\cnuc plu, ahout SJ per line 
in  accesb charge< In: a tnia!  : e \ rnw per line of ahout 53:-274. That fipurr 
fai!s \ r i i h i r  the range of S.:(i-S.:4 for retail cnnsumer re\enue that u e  had 
esu4ated in \la!. although huth calculation* prescni potenual problems. For 
the Tis dat3. specilicall!. I: I S  not clear uhether ta \es and L:niversal S e n w e  
Fund c o n t r ~ h u u o n ~  uhich an RAOI' \rould sinipl! pa\s through to the 
govemmcnt a e  included in t h c  revenue With that ca\cat. u c  arc using Sj3.50 

I<egion-\\iac hasis o l ? - ' o  in  Uc!!Sourh. YO in Quest. 489. in SBC. and 404.b 
in \'eriznn The TSS numherr also indicaie t h a  the RROC'  ,rouid need 10 pain 
more than three long-distance customers to makc up for thc revenues from any 
hca!  Customer 11 loses 1SJ-J <if local pius access resenue \s. S I  28 of long. 
dlsrancc rc\ cnue net ofacccsrl. .And-gi\en thc different margin s m ~ ~ r e s  of 

i n d u s m - i t  needs more than that to make up for the lost cash non. of 
10 the CLlCn: Ih3t an ISC can capture small hu,ino> customers whose 

as a naiion31 3\er3gr res idrnui  me.  Thai icads I O  L'SI:P drscounls on a 
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E \\ e comeited an error in the formuh that calculaied anionired non-recurring 
charges t i :  \ erizon's X1.A. SH. S\'.  DE. P.A. For \\', KS. 110. OK and IS. 
\ +e  nlw have come non-recurring charges that we did not h a \ r  in our last 

iierauon. For \la? land. we are no longer uslng the compliance rates that we 

uicC in  \t3! Sia:e\tide h,op rate 3\era:es charged in sexera1 BellSouth. 
@rest and \'crizon states. though the actual rates did nor. hascd on n e n  
estima:rr of  the distrihutionc of lines per zone. KY. L.A. \1S. SC. S11. 14L RI. 
PA 

8 Once \\e assemble ilu data. n e  3 A  all the relevant state ciirnniissions. KBOCs 
and the i n o  n;a!nr ISC.; to s m n i e n i  on I F  accurac!. \\'e recrived specitic 
fccdbJck on the accurac! ut OUT uhles  from all the W 0 C s  and man) statcs. 

' $  , 

8 ['KI: mice< cnnunue 10 nrnd  d o ~ n  
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SBC Commun jcations, Inc. (SBC) 
Meeting with SBC CFO highlights key 
initiatives; no estimate or ratings change. 

- 
I 
- 
- 

r 

~ a r k e t  Outperformer 

United Stater 
i 

i SBC considers fixing the UNE-P mess, as a prime corporate objective. Delayed LD entry in 
key locations, combined with the lowest UNE-P rates in the country, have uniquely 
exoosed SBC t o  orofit-erodina share loss. Despite this, SBC's CFO Randall Stephenson sti l l  
reis stable cash'flows t h r o u a  aggressive cost cutting, combined with the ab;ility to 
maintain trends in share repurchases and dividend hikes. Ccnsolidation in wireless i s  
another key objective of SBC. Acknowledging the proliferation of conversations among 
wireless carriers, Stephenson indicated al l  talks are st i l l  preliminary. In the meantime 
Cingular i s  raising prices, sacrificing sub growth, and looking to  improve profits. 

Frank 1 Governali, CFA 
'rank governai i@gr corn 
DoGIand I-207-772-33~0 

Jason Armstrong. CFA 
j a m  armrtrong@gr corn 
Portland 1-207-772-3391 

Coldman Sachr 
Global Equ i t y  Research 

FOR IMPORTANT INFORMATION ABOUT COLOMAN SACHS' RATING S Y S T E M  AND OTHER DISCLOSURES, REFER TO 
THE END OF THIS MATERIAL. CO TO http://wmv.gr.~om/rcsea~ch/hcdgr.html, OR CONTACT YOUR INVESTMENT 
REPRESENTATIVE. 



SBC Communications,  Inc. August 22.2002 

L 
exaggerated the speed of \\irejess consolidation an3  the p q r e s s  t!iar hac been rladr TL'. ::?:e 
Ho\\e\er. the desirability of grrtlne a deal done  is oh t ious  and the company acknou lcnpefl a<::\r 
conversations \ I r  Srejneqsor  r;srez :nat c,! i h ~  x c  ,::.an5 ic.: &ais A\\': ?res?-:% le,. ?:.~:: 
bu: greater regulator! an6 rnrrqrailon nurdies i ' o i r e s i r ean  t'rw'nis n;$nf'; di ixmi :  nit: :?.: i . n w :  
regularon approval and mregratlon Furrnermore simiiar IC press accounrr he :ndicd:e: ri ocd. 
for Voicesrream may be impraciical \\ithour raking in DT as an equit! particlpanr I; r no aL-rasii 
deal ! .And imporrani]! SBC is open T O  rhar possihili!! 

IKZLESS PRICE UIKE_( D:SF:T: SLO\VZR Sua GRO\:';t I The hraiini ?!:?::\ \?: \\i:cit%s 
mergers are  nor near]! upon us \ T I  
price hihes are geared to hoosi oioiiiabilit\ c\en as i l  sarrifices sub g r o n i h  . IIC p,irii:uiJi 
increase in naiional plan rates announced this \reek are  geared TO both redure off- n r x o i h  
roaming COSTS and s10\\ d o \ \ n  ihr consumption of T D \ N  n e n \ o r h  capacit) SIX and BLS are  f d I \  
experring :heir joint \ enrur r  t c .  experience io!\ To no sub pro\\-rh as a r e d r  of:hesr actions as \\ell 
as the cusrorner churn rha: ! \ I ! !  35' stirnulared b! the \\'orlrlCom rrseller shift 

C,APEX T O  ilE\.ESCE Si 3OL:LZ SE S O  H l G H Z  TH.AX 1 jzC .AS3 \\ILL 6E LO\ \ER 
.qBSEST GRO\VTH There is a broad effort  10 CUI capes  in  borh \ w e l i n e  and trirrless operations. 
I n  \\ireline Stephenson indiratcd ihar turreni  thinking is ihar capex to sales should he no highri 
Than !see and rhat in rhe currenr en\ironnienr 11 should be no hipher ihan 132; and vet il is 
Tnus further capex curs should occur i i i  our \ le\\ i f  fleniaiid recover! cmti i iue,  IP falter il 
nould noi he surprising ro sre capex to sales fall belo\\ the 1 3 i ~  rate. as i: has in other  countries 
On ihe \\ireless side capex curs are  also anticipated In our v iew slower r a p e \  spending in 
nlreless is iurihei supportr?  h i  13, prosperrs of iildusin consolidation 

COST REDCCTlOSS KE!' T L  I ! ~ i S T I S I S C  E.ARS!SGS ,ASD FOOSTISC; \ l A R G I S S  SBC 
sees the rnarpin differenrial bemeen  i t  and \'Z and H i  5 a, indicating an opporruni t \  for fur ther  
C G S ~  currin& Pointing to oppor:cn::ics i n  consolidatiiig call c e n t u s  raising effirirnrirs in nerwork 
opera:i,2ns and generall! trimrniriy overhead cosis Stephenson is f o c i w d  and cmfidenr  in using 
these sieps io help i m p r o \ r  niargins in :he far? oi stiarc i i l s s  

C.ALIFORSI-2 DSL ESPER!E\CE GI\'ES COSFIDESCE IS L O S G  TER\l POTESTlrZL in 
California SBC is enjo!ing the brnrfits of scalr DSL oprrai ions hal ing a t h i r t r d  aboiir lO?,o 
penerration so far As a resulr c p r a i i o n s  are alrrads FR1TD.I posirixe and nti the rra;ecton to 
rcarh SBC s Iargcird hiirrflc raic 
The sreps Thai got California ![.I >:air include ai l  Y $ Y C : , \ ~  s 
3.7%; rests crfertitr r h u r r  rn \',Z : 0 \ . , 3 : ~ <  I -  3 .  
caSk iiperaiors SBC behe\ei rnil: mass nini 
oficrings arc o n r  step i n  $rtiinp iticre Thq 
should be able IO maintain &ern<? ninrii 
rhan  o11! long :rim csrmarr  1i:ii dircrtir~nn! 
Due  IO the absrricr nf lor:< c:\:  
ionriiiiii I O  :r! 1 0  bundlr 2SL 
t n ~ s r  cusroniers rdhirii: X I  0 1 ,  

1," rhe nieantirne C i n p l a r  15 1altin.c s r e c  to h e ~ i ,  thvst'lf ' i hr  - 
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Bells Retrain Guns on UNE-P, but Q U ~ C K  K i l l  Unlikely part - 
Legg Mason Wood Walker, Inc. 

Industry Update 
Augus: 22,  2 0 6 2  

91a:r iev'ln 
blevin@leggmascn.com 

(2021 776-1595 
Daniel Zit0 

dezito@legpason. com 
(410) 4 5 4 - 4 3 2 3  

Bells Recrain tuns on UNE-F, but Quick K i l l  Unlikely 

Aili reievant ciscloscres appear oz the last page of this report. 

KEY POINTS: 
* We believe the debate at the FCC over the future of UNE-P has surpassed the 
broadband debate in intensity and near-term importance for the telecom 
sector, as the Bells have been tnrown on the defensive due to line losses to 
rivals. 
+ we believe that the Bells (SBC, BLS, VZ, Q) will have a difficult time 
convincing regulators to quickly eliminate the rights of local 'competitors to 
lease out Bell networks (UNE-PI at.deep discounts. This is problematic for 
all the Bells but, in our  view, is particularly problematic for SBC as its 
lack of long-distance progress in the Ameritech region makes it more 
vulnerable to UNE-P competitors. The Bells could gain some immediate relief 
in business markets (as well as some relief toward deregulating their 
broadband offerings in separate proceedings), but we doubt the FCC will 
eliminate UNE-P in residential markets in the near term. 
* We believe the Commission is likely to establish a sunset or triggers for 
phasing out UNE-P. While the details of such rules are far from settled, we 
think the result will give key UNE-P providers, WorldCom (WCOEQ) and ATLT 
(T), time to continue to change the facts on the ground. The more they win 
new local customers, the more they increase the potential for a backlash if 
the phase-out dismantles the main platform f o r  residential competition. 
* Even if the FCC scraps or pares back UNE-P, many state regulators would 
likely try to retain it. A l s o ,  all declsions w w l d  be subject to court 
challenge that could take years to resolve, with the courts likely to 
maintain the legal status quo in the meantime. 

through bundling and other marketing efforts, they can significantly reduce 
the negative impact of UNE-P competition. 
We believe another potential%ightmare for the Bells would be if cable 

begins using UNE-P to accelerate its budding cable telephony offerings. 

While the Bells will not gain immediate regulatory relief, we believe that 

we noted when WorldCom announced its "Neighborhood" plan, the intensified 
by WorldCom (WCOEQ) and AT6T IT) to compete using t h e  Bell 

Unbundled Network-€iements Platform (UNE-PI has dramatically raised the 
stakes of the FCC unbundling policy debates. (See o u r  April 23 note WCOM/MCI 
Bundled Phone Offer Challenges Rivals and Regulators.) The nost recent Bell 
quarterly reports suggest that the impact of UNE-P is quickly growing. (For a 
discussion of the economics of UNE-P. see the report by our colleagues Daniel 
Zito and Brad Wilson, Cautious Long-Distance Outlook, June 27, 2002. For a 
state-by-state UNE pricing and sensitivity study, see attachment to VZ: 
Comments on RBOC Weakness, August 21, 2002, by o u r  collegues Michael J. 
Balhoff and Christopher. C. Kina.) 
The impact of UNE-P- has caused ihe Regional Bell Operating Companies 
ISBC, BLS, Q, VZ) to shift their Prloritles in seeklng regulatory relief. 

mailto:blevin@leggmascn.com

